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Robert E. Looney

Saudi Arabia's development strategy:
comparative advantage vs. sustainable growth

Introduction

In almost every country, industry is the glamour sector of economic development.
People look to industrial development to provide much needed employment, to generate
higher individual and national income, to relieve balance of payments constraints
through import substitution, to open up markets for primary products such as those
from the mining and fishing sectors, to provide the country with greater economic inde
pendence, to generate new tax revenues, and to furnish an important source of national
pride. I By and large, these hoped for benefits of industrialization are realistic - provid
ed a country makes sensible choices.

Until recently, investment in Saudi Arabia has concentrated on infrastructure, light
manufacturing and construction materials. Most of the major products in transporta
tion, communications, health, education, electricity, and water that were initiated in the
1970s are completed or nearing completion. Since the mid-1970s, attention has centered
on heavy industries, primarily in the downstream activities of the petroleum sector and
on import substitution. 2

In fact, one of the more intriguing question marks concerning the kingdom's develop
ment strategy centers precisely around the government's selection of industries. A steel
plant, fertilizer plants, domestic and export-oriented refineries, and a series of major pe
trochemical complexes form the basis of the government's attempt to diversify the econ
omy. What is the rationalization for this strategy and is all this too ambitious for a coun
try with virtually no previous industrial experience?3 As Yannis Stournaras4 has re
cently noted, the whole rationality of this policy has been seriously questioned.

The main purpose of this paper is to examine the viability of Saudi Arabia's industrial
development strategy. In doing so, we wish to determine whether any fundamental con
tradictions exist between Saudi Arabia's current industrial strategy - the pursuit of ex
port oriented indus trialization based on imported capital intensive investment (compa
rative advantage), and that of overall economic growth. Put differently, would the coun
try be more likely to generate higher long run rates of growth through implementing a

I Cf. Sharif S. Elmusa, "Dependency and Industrialization in the Arab World," Arab Studies Quarterly (Summer 1986),
W2D~~ •

2 This section is based on Robert E. Looney "Saudi Arabia's IndustriaJizalion Strategy: A Question of Comparative Ad
vantage," in E. Kedouri, ed., Essays on the Economic History of the Middle East (London: Frank Cass, 1988).

3 A question also asked by Louis Terner, "Industrial Development Strategies in the Arab Gulf States," in May Ziwar
Daftari, ed., Issues in Development: The Arab Gulf Sirategy (London, M.D. Research Services Limited, 1980), pp.
210-211.

4 Yannis Stournaras, .. Is the Industrialization of the Arab Gulf a Rational Policy?" The Arab Gulf Journal (April 1985),
pp.21-28.
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strategy of investing in less capital intensive industries oriented toward supplying the do
mestic market with a variety of consumer goods?

Comparative advantage

The existence of under-exploited gas reserves in the kingdom has been one of the
strongest arguments for developing gas-based heavy industries. Gas - especially the
dry gases, methane and ethane - is an expensive product to transport, thus making it
sensible to look for more productive uses for its exploitation.

International trade theory is capable of rationalizing a gas-based industrialization
strategy. For example, according to the Heckscher-Ohlin theory of international trade,
a country tends to have lower comparative costs in the commodity that uses the largest
amount of the relatively cheapest factor in its economy. These considerations provide
the fundamental rationale for specialization.5 In general terms, the theory indicates
that Saudi Arabia should establish and promote industries primarily based on natural
gas and / or oil. These are the industries, everything else aside, that are most likely to be
efficient and successful. Fortunately for the Saudis, these industries are not only energy
intensive but also capital intensive. Thus, they tend to utilize its abundant financial sur
plus as well as gas and oil.

Once oil has been produced at an optimal rate, there is an excellent theoretical argu
ment for developing gas intensive industries around.6 These can either be chemical in
dustries, which use the gas as a feedstock for conversion into higher value and more eas
ily transportable chemical products, or they can be energy intensive industries such as
steel or aluminum production, where the gas can be used as a reasonable cheap source
of energy.

Few observers would quibble with these general observations. The planners' task in
identifying precisely those industries best suited for the kingdom has not been as easy
as it might appear at first sight, however.

Because the country had virtually no heavy industry or industrial experience to speak
of in the early 1970s, the Heckscher-Ohlin predicted pattern of trade had not been estab
lished and the price system had not developed to the point where it was capable of giving
the planners the correct signals as to the best areas of investment. In addition, a number
of less obvious considerations surrounding the introduction of heavy industry into the
country have made it extremely difficult to design procedures capable of identifying the
most effective methods of allocating the country's resources. Although financial capital
may not be a constraint, especially in the short term, the kingdom has to face other con
straints to industrial development. Physical bottlenecks, manpower shortages and infla
tion have proved to be real impediments to the absorptive capacity of the economy. In
particular, the impact of these negative factors has often been most severe in the very de
velopmental activities intrinsic to a successful diversification policy.

In sum, the Saudi government hopes that the development of heavy industry in the pe
trochemical sector will spawn a wide range of manufacturing activities. There are two
major reasons why the kingdom can rationalize reversing the more typical experience

5 J.L. Ford, The Ohlin-Heckscher Theory of the Basis and Effects of Commodity Tnlde (New York: Asia Publishing
House. 1965). ch. I.

6 Cf. the argument given in B.l. Mohyuddin and R.Z. Kanlm, .•Arab Petrochemicals Supply and Demand." Arab Gulf In
dustries (December 1986), pp. 8-38.
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